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The New Partners 


It is always a pleasure to wel- 
come new partners into membership 
in the firm. Messrs. William P. 
Crouch of Houston, and Linn W. 
Hobbs of Detroit have had many 
years of experience with the firm, 
and have amply demonstrated their 
ability to render the high type of 
service to our clients for which our 
firm stands. The firm wishes for 
them many years of enjoyable asso- 
ciation with us and even greater 
measure of service to our clients. 


—PRIOR SINCLAIR 


William Peyton Crouch 


Born in Bristol, Tennessee, No- 
vember 3, 1907, William P. Crouch 
spent his youth in Kentucky and 
Tennessee, attending the Tate Prep 
School in Shelbyville, Tennessee. 
His academic education was com- 
pleted at the University of Ken- 
tucky where he played on the 
varsity baseball team, being captain 
of the 1928 team. 

He joined the staff of our Cin- 
cinnati office in December, 1929. 
After several months he left to 
work for an industrial company. In 
the Fall of 1933 he returned to the 
L. R. B. & M. organization, this 
time at the Louisville office. On 
November 1, 1946 he was trans- 
ferred to the Houston office as Resi- 


dent Manager and has remained at 
the Houston office since that time. 

Mr. Crouch is a certified public 
accountant in the states of Ken- 
tucky and Texas. He has taken an 
active interest in the activities of 
the Texas Society of Certified Public 
Accountants, serving currently as a 
director, and is past chairman and 
director of the Houston Chapter. 
He is also serving currently as a 
director of the Houston Chapter, 
National Association of Cost Ac- 
countants and is also a member of 
the Business & Estate Planning 
Council of Houston. 

Mr. Crouch is married and has a 
son and a daughter, the son cur- 
rently attending the University of 
Texas. The family resides in South- 
gate, Houston, Texas. 


Linn W. Hobbs 
Linn W. Hobbs was born in Ash- 
land, Ohio in May, 1917. After 
attending local schools there and in 
Lakewood, Ohio, he entered Ohio 
State University. During his senior 
year in 1938 he joined the staff of 
our Detroit office for the winter 
season as part of a field-training 
program sponsored by the Uni- 
versity. 
In September, 1939 he was gradu- 
ated from Ohio State University 
(Continued on page 13) 
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Accountants’ Liability Under the 
Securities Act of 1933 


By L. H. RAPPAPORT 


The liability of accountants who 
participate in a registration state- 
ment filed under the Securities Act 
of 1933 is spelled out in Section 11 
of the law. That section provides, 
in part, as follows: 

In case any part of the registration state- 
ment, when such part became effective, con- 
tained an untrue statement of a material 
fact or omitted to state a material fact re- 
quired to be stated therein or necessary to 
make the statements therein not misleading, 
any person acquiring such security ... may 
... sue— 

. . every accountant ... who has with 
his consent been named as having . . . certi- 
fied any part of the registration state- 
ment. . . with respect to the statement in 
such registration statement . . . which 
purports to have been .. . certified by him. 
(Emphasis added.) 


The section of the law quoted 
above makes it clear that the 
registration statement speaks as of 
its effective date. It means that when 
it becomes effective the registration 
statement must be true and there 
must be no material omissions. The 
law provides, however, that the 
accountant may avoid liability if he 
can prove that, after reasonable in- 
vestigation, he had reasonable 
ground to believe and did believe 
in the truth and completeness of the 
statements made on his authority. 

In Bulletin B-193 of our firm’s 
Committee on Practice and also in 


the most recent edition of Mont- 
gomery’s Auditing, there was 
pointed out the necessity of keeping 
in touch with the client’s financial 
affairs after the registration state- 
ment is filed and before it becomes 
effective. These sources also sug- 
gested a number of matters which 
might be considered in a post-filing 
conference with the client. It is 
possible that the views expressed in 
the bulletin and in the book as to 
the accountant’s responsibility may 
be more severe than would be held 
by a court if this question were to 
be litigated. In a 1939 decision in- 
volving this question, the court in 
effect held the accountant not liable 
for events occurring subsequent to 
the date of his certificate. 

The case is cited, Shonts, et al. v. 
Hirliman, et al., and is reported in 
SEC Judicial Decisions, in the Fed- 
eral Reporter, and is briefly referred 
to in the loose-leaf services. Ac- 
cording to my information it is the 
only reported case in which the 
court had to consider the account- 
ant’s responsibility under the 1933 
Act for events occurring after the 
statement date but before the 
effective date. The decision was in 
the District Court for the Southern 
District of California and, I under- 
stand was not appealed to a higher 
court. 





i 











_ 

















Accountants’ Liability Under the Securities Act of 1933 3 





The facts in the case were these: 
A motion picture company was or- 
ganized as successor to several pred- 
ecessors and filed a registration 
statement on December 30, 1936 
with the SEC under the 1933 Act. 
The certificate of the certifying ac- 
countants and their consent was 
dated December 28, 1936. The 
company had no material amount 
of fixed assets and did not own a 
studio in which to “shoot” motion 
pictures. 

A so-called “delaying” amend- 
ment was filed on January 15, 1937 
and was followed by a second 
amendment on January 23, 1937. 
In this second amendment changes 
were made in the narrative section 
as well as in the financial section of 
the registration and accordingly a 
new certificate dated January 19, 
1937 and a consent were signed by 
the certifying accountants. A third 
amendment was filed on February 
1, 1937, but apparently no changes 
were made in the financial state- 
ments because a new accountants’ 
consent was not filed. The SEC 
declared the registration effective 
on February 3, 1937 as of January 
19, 1937. After the effective date, 
more amendments were filed. Some 
of the stock had been sold when the 
SEC instituted stop order proceed- 
ings. On May 11, 1937 the Com- 
mission issued a stop order 
suspending the effectiveness of the 
registration statement (2 SEC 292), 
and preventing further sales of the 
stock. 


Some of the people who pur- 
chased the shares brought suit 
against certain officials of the cor- 
poration and the certifying ac- 
countants. The actions were to 
recover damages (the price paid 
for the stock) under Section 11 of 
the 1933 Act, alleging falsity in the 
registration statement. The falsity 
relied on by the plaintiffs related to 
misrepresentations and omissions 
concerning a lease between the 
motion picture company and the 
owner of a studio, and the failure 
to set forth in the amendments to 
the registration statement that the 
motion picture company was obli- 
gated under the lease to use the 
studio a minimum of 100 days a 
year at a total rental of $35,000. 

The evidence showed that a 
formal lease was not entered into 
until March 9, 1937. However, a 
telegram signed by the studio presi- 
dent, dated January 31, 1937, com- 
mitted the company to a rental 
arrangement to be followed by a 
formal leasing. This telegram indi- 
cated that the studios were rented 
for $350 per shooting day but did 
not refer to a minimum guarantee. 
The formal agreement of March 9, 
1937 committed the motion picture 
company to shoot at least 100 days 
a year at a rental charge of $350 
per day while in the studio and $175 
per day while on location. The 
judge said he was satisfied that the 
omission from the statement of the 
minimum requirements in the 
leases, which obligated the picture 
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company to shoot at least 100 days 
a year, was material. The judge 
continued: 

It is not of any great significance that the 
lease was not actually entered into until 
later. For that reason, I am of the view that 
there is no falsity in the statement that they 
had certain rental arrangements with a par- 
ticular company. I think the oral negotia- 
tions and the telegram of January 31, 1937, 
showed a commitment which the parties 
themselves considered binding, and which 
was to be later embodied in a more formal 
instrument. The effect of these conclusions 
is this: No misstatement or omission ap- 
pears in the registration statement until 
after the last certificate of [the certifying 
accountants], dated January 19, 1937. Prior 
to January 31, 1937, there were merely dis- 
cussions of rental, and no definite under- 
taking by either side or guarantee of a 
minimum which was binding on the com- 
pany. The failure of the certificate of [the 
certifying accountants] to set up the rental 
undertaking and the minimum guarantee of 
$35,000 as a contingent liability, is not the 
omission of anything which existed then. 
The rental arrangement was not called to 
their attention. There was no entry on the 
books at their disposal, from which, by 
further inquiry, they might have discovered 
that there was such an undertaking. Absent 
these, they cannot be charged with a mis- 
representation which was made later—long 
after their certification. 

As to the accountants the judge 
concluded: 


In sum, we cannot, as to [the certifying 
accountants], take the subsequent omissions 
and retroject them to the date of January 
19, 1937, so as to “tie’”’ them to a certificate, 
which they made on the basis of facts as 
they then existed and which showed no 
rental arrangement of any kind. 


If the telegram confirming the 
lease arrangement had been dated 
prior to the date of the accountants’ 


last certificate, would the judge 
have upheld the plaintiffs as against 
the accountants? Is there any sig- 
nificance in the fact that the regis- 
tration statement was declared 
effective on February 3, 1937 as of 
January 19, 1937? These are in- 
teresting questions, but I don’t 
know the answers. 

An article which appeared in the 
Yale Law Journal in 1940 com- 
mented on this case and made the 
following interesting observation: 


The court in this case thus set out as 
reasonable an investigatory standard far 
below that which is customary in the pro- 
fession and necessary for the detection of 
possible contingent liabilities, which must 
be listed in the registration statement. The 
usual investigation, it appears, would in- 
clude securing information from the respon- 
sible corporate officials as to the extent of 
any contingent expenditures, legal opinions 
on the possibility of damages being assessed 
against the company as a consequence of 
any pending litigation, and the inspection 
of the minutes of stockholders’ and direc- 
tors’ meetings. It is true that the discovery 
of such contingent liabilities is among the 
most difficult problems facing the account- 
ant, but the accountant, alone, will be able 
to bring to light these items of potential 
importance to security buyers, and he should 
therefore be fully liable for any failure to 
take whatever means are available and cus- 
tomary in discovering any such concealed 
obligations. 


The Shonts case, as I have said, 
is an old one (1939), but it is the 
only reported case bearing on the 
question of accountants’ responsi- 
bility under the 1933 Act for events 
occurring after the date of the 

(Continued on page 13) 
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Auditing the Physical Inventory” 


By ROBERT S. WARNER 


The term “clinical” implies ob- 
servation of the living subject. 
Thus the clinical approach to the 
examination of inventory involves 
consideration of actual methods and 
procedures for discharging the 
auditor’s duties in respect to physi- 
cal inventories. It would be most 
novel and interesting if, in place of 
the hospital amphitheatre, we could 
take up vantage points in a manu- 
facturing plant, a warehouse, or 
stockroom, and observe a group of 
experienced accountants at work in 
the performance of accepted audit- 
ing procedures in the testing of an 
inventory. But this application of 
a recognized practice in clinical 
study would convey an incomplete 
picture of the scope of auditing pro- 
cedures where physical inventory 
testing is concerned. In fact, it 
might overemphasize mere physical 
activity on the part of the auditor to 
the detriment of that area of the 
inventory-taking and auditing in 
which the true worth of his contact 
will have been evidenced. It isin the 
consideration given to the matter 
during the planning stages of the 
inventory-taking, as well as in the 





*Based on a paper presented at Graduate 
Accounting Study Conference at Stanford 
University, Palo Alto, August 25, 1951, as 
part of a panel presentation of ‘‘A Clinical 
Approach to Inventory Valuations and 
Verifications.” 





judicious deployment of his facili- 
ties for observation purposes during 
the actual counting process, that 
the groundwork for a good inven- 
tory is laid and the basis established 
for gathering the evidential matter 
required in support of his opinion 
of the inventory. Under the usual 
circumstances of his employment, 
the auditor has an opportunity to 
address himself to the “stock- 
taking’”’ before the fact, and thus 
assist his client on a constructive 
basis by bringing to the task in the 
planning stage his accumulated 
skill and experience in such matters. 
The clinical approach, therefore, be- 
gins with a study of the “subject” 
in its normal state of activity in the 
plant or in the storeroom and only 
culminates in the organized effort 
known as stocktaking. 

A discussion of procedures for 
accomplishing satisfactory contact 
with the physical inventory requires 
an understanding of generally ac- 
cepted auditing standards and some 
definition of the area of responsi- 
bility attaching to the auditor’s 
function. 

The standards of inventory ex- 
amination have been clearly estab- 
lished through practice and 
pronouncement for a great many 
years. They have derived from the 
simple premise that “stocktaking,” 
as to both counting and valuation, 











6 LR. B. G 


M. Journal 





is a financial transaction in the 
purest sense, and thus must be 
brought within the required scope 
of the auditor’s observation and 
application of auditing techniques. 
Extensions of auditing procedure 
adopted in 1939* did not introduce 
new principles, but did transfer the 
procedure of physical inventory 
testing from the realm of individual 
judgment and classify it as a cri- 
terion accepted by the profession 
generally for normal rather than 
selective application. In the same 
light, the Tentative Statement of 
Auditing Standards, issued in 1947, 
did not set forth new tenets but 
simply realigned established prin- 
ciples under a logical structure of 
guiding standards. And so, while 
we look to each of these relatively 
recent pronouncements for our ex- 
position of the principles for in- 
ventory testing, it must be kept in 
mind that they reflect a long and 
rich historical perspective of the 
experiences and conclusions of the 
profession. A third pronounce- 
ment of very recent date, which 
also recapitulates the basic objec- 
tives sought and principles observed 
by the auditor in his examination 
of financial statements in all its 
phases, including inventories, is the 
pamphlet entitled “‘Audits by Certi- 
fied Public Accountants,” released 
in 1950, which was designed in the 
public interest to set forth in general 





*Statements on Auditing Procedure, 
No. 1, October 1939. 
h. 


terms the scope of work required of 
the accountant in order to express 
an opinion on the statements 
examined. 

The responsibility of the auditor 
in relation to inventory examina- 
tion is stated in these acknowledged 
authorities to the effect that, wher- 
ever practicable and reasonable, he 
shall be present at the inventory- 
taking and shall, by observation 
and inquiry, satisfy himself as to 
the effectiveness of the methods of 
inventory-taking and as to the 
measure of reliance which may be 
placed upon the client’s representa- 
tions as to inventories. In this con- 
nection, the auditor may require 
physical tests to be made under his 
observation. It is to be understood 
that, in undertaking these auditing 
procedures, the accountant does so 
for the purpose of satisfying himself 
as to the credibility of the repre- 
sentations of the management re- 
garding quantity and condition, and 
does not hold himself out as a 
general appraiser, valuer, or expert 
in materials. His procedures are 
designed to satisfy himself that the 
amounts set forth by the company 
as inventory represent actual in- 
ventory, and that they are pre- 
sented with reasonable accuracy 
and in accordance with generally 
accepted accounting principles con- 
sistently applied. Obviously, these 
objectives require the C. P. A. to 
investigate the care and accuracy 
with which the company has 
counted the inventory. 
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So much for the objectives and 
responsibility undertaken by and 
expected of the auditor in connec- 
tion with physical inventories. Be- 
fore passing to the specific, it would 
be well to review the standards of 
field work set forth in the 1947 
statement mentioned above. Read- 
ing these with the requirements of 
physical inventory examination in 
mind, one is struck immediately 
with the pertinence and cogency of 
the designated standards. With 
some interpolation to illustrate the 
point, these are: 


1. The field work is to be adequately 
planned, and assistants, if any, are to be 
properly supervised. (This covers the 
auditor’s role in reviewing the inventory 
plan and placing his men for the most 
efficient coverage during the stock- 
taking.) 


2. There is to be a proper study and evalu- 
ation of the system of internal control as 
a basis for reliance thereon and for the 
determination of the resultant extent to 
which auditing procedures are to be 
restricted. (Regarding the whole process 
of stocktaking as extension of internal 
control, the auditor must plan the scope 
of his tests after appropriate study.) 


3. Sufficient competent evidential matter is 
to be obtained through inspection, ob- 
servation, inquiries, and confirmations 
to afford a reasonable basis for an 
opinion regarding the financial state- 
ments. (This guiding principle is ex- 
emplified by the auditor’s presence and 
performance at the actual stocktaking.) 


In respect of physical inventory 
examination, the auditor is appro- 
priately charged with adherence to 
the doctrine of materiality and rela- 


tive risk in determining the extent 
of auditing tests. Efforts applied 
without due heed to the relative 
importance of the inventory to 
other assets or to other sections of 
the inventory itself can be costly. 
It is usually safe to approach the 
audit program on inventories of the 
average industrial concern on the 
basis that such asset is the most 
important one on the balance sheet 
and the one with the relatively 
highest potential for error. 

And now to specific procedures. 
With one eye on the standards of 
field work quoted above, we divide 
the auditor’s work into five main 
steps: 


. Preparatory considerations; 

Review of client’s plan; 

. Observation of stocktaking; 
Examination of physical inventory 
records; and 

5. Obtaining written representations. 


ae 


Preparatory Considerations: 
Familiarity with the client’s prod- 
ucts, processes, and plant locations 
and layouts are necessarily a part 
of the auditor’s preliminary study, 
for obvious reasons. Also, it is 
sound procedure to call for some 
previous inventories and review the 
general content thereof, with par- 
ticular attention to recorded ad- 
justments. But the primary field 
for preparatory consideration lies 
in the appraisal of the system of 
internal control. Here will be found 
the first guidepost to the planning of 
the stocktaking and to the extent 
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of the related audit observation. 
From this phase of his study, the 
auditor will know whether the 
physical stocktaking, as is the case 
in many well-run plants, will con- 
sist in essence of an orderly tabu- 
lation of physical units for corrobo- 
rating the inventory records or 
whether it must be fashioned to 
achieve an all-out compilation of 
stock on hand, without which no 
determination of net income for the 
year can be made. From such 
appraisal will devolve the whole 
structure of the inventory plan. 

What is embodied in the prin- 
ciple of internal control as applied 
to inventories? First, there is 
physical control, which covers re- 
ceipts, shipments, consumption, 
production, physical counts, and 
plant protection. Here the auditor 
should inquire into the system of 
stores-keeping, the flow of account- 
ing media deriving from stock trans- 
actions, the assignment of 
stores-keeping duties, control of 
merchandise owned by others or 
company goods in other hands, con- 
trol of scrap or damaged materials, 
and the routines for physical counts. 
Secondly, there is the matter of 
physical inventory records forming 
part of the system of internal con- 
trol. The auditor will want to know 
what records are kept, the separa- 
tion of duties between stock 
handlers and recorders, the system 
of master controlling accounts, the 
frequency of physical checks, and 
the handling of adjustments. 


An excellent demonstration of the 
foregoing is contained in the Case 
Studies in Internal Control pub- 
lished by the Institute in 1950. 
Each of these presents a completed 
internal control questionnaire, an 
expression of opinion as to the 
adequacy of the system, and a 
statement of the breadth of the 
resultant audit tests. The first of 
these, a textile company, reveals 
that, in the auditor’s opinion, the 
internal control over inventories, 
both in the plant and at outside 
points, was adequate. He states, 
in part, as to outside inventories, 
“Perpetual records of inventories 
at the outside warehouse are kept 
both by the company and the ware- 
houser. Perpetual records are also 
maintained by the company for 
goods being finished by other 
printers. The warehouser also has 
good internal control over the in- 
ventories he holds for the company, 
with good subdivision of duties; 
physical counts are made by store- 
keepers together with other plant 
employees of the warehouser.”” On 
the basis of this finding, the auditor 
followed such audit procedures as 
are normally employed to verify 
existence and value of the inven- 
tory, including a visit to the ware- 
house operated by the outside 
printer during this taking of the 
physical inventory. 

The second case study, a machine 
manufacturing company, reveals 
the opposite situation. A question- 
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naire is again employed and, in the 
auditor’s opinion, “except for ac- 
counting control over a few special 
classes of inventory and a few 
checks made on physical inventory, 
internal control was completely 
lacking.”’ In view of this appraisal, 
the auditor’s program for inventory 
testing was substantially extended. 
Had there been good control, he 
states that he would have limited 
his test counts to a selection of cards 
aggregating about 10 per cent in 
units and 50 per cent in dollar value. 
Under the circumstances, the tests 
were expanded to cover 25 per cent 
of the inventory units and 70 per 
cent in dollars. Supplemental tests, 
such as tracing counts to inventory 
summaries, were also enlarged. The 
reason is not stated, but the lack of 
adequate control probably in- 
fluenced a decision to have the con- 
versions, extensions, and detailed 
listings handled by an outside sta- 
tistical agency. 

Many cases similar to those men- 
tioned, and others revealing a mixed 
situation as to the adequacy of 
internal control, are often met in 
practice. 

Reviewing the Client’s Plan: The 
auditor should review and criticize 
constructively the client’s written 
instructions for the physical inven- 
tory or suggest that such written 
instructions be prepared if they 
have not been. Preliminary con- 
ferences attended by the auditor are 
required. The content of the inven- 
tory instructions will necessarily be 





detailed and should cover the fol- 
lowing principal items: 
1. Designation of responsibility for: 

a. Instructional program 

b. Personnel to be utilized (number, 

sources, assignment) 

c. Time schedule 

d. Identification and description 

e. Release after inventory 


bo 


. Co-ordination with shift operations, 
plant activity, receiving, shipping, cut- 
off, etc. 

3. Preliminary arrangements of stock 


4. Methods of counting (use of tags, dual 
counts, etc.) 


5. Control of tags or tally sheets before, 
during, and after count 
6. Handling of in-transit stock, and inspec- 


tion of goods in yard, and in outside 
warehouses 


. Identification of slow-moving, obsolete, 
damaged, consigned, or other special 
categories of goods 
The essence of a good inventory 

plan for both the client and the 

auditor is proper timing and co- 
ordination, and these cannot be 
accomplished without advance 
study. As set forth in the State- 
ment of Auditing Standards, the 
early consideration of preparatory 
measures in connection with physi- 
cal inventories is frequently vital 
and essential to proper execution of 
later procedures. The point is illus- 
trated in one case, cited in State- 

ment on Auditing Procedure No. 16, 

where it was found that large quan- 

tities of packaged materials were 
stacked in solid formation, and inthe 
preliminary consideration of the 
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counting problem it was recognized 
that only by physical inspection 
could the possible existence of a so- 
called “‘hollow square’’ be detected. 
Lacking other physical evidence 
tantamount to physical observa- 
tion, such as proof that the goods 
comprised an intact lot clearly 
identifiable through receiving evi- 
dence, it was agreed that the auditor 
would have to have the stacks 
checked from the top and all sides, 
and if he still felt unsure about the 
solidity of the piles, he would have 
to have them torn down for inspec- 
tion. Obviously, an extraordinary 
move of this sort should not be left 
to the last minute, and the client 
would be justifiably irritated at the 
auditor’s lack of consideration if it 
became necessary. 

Observations of Stocktaking: 
Most rules for inventory observa- 
tion are intended for tangible goods 
or units. Where the inventory con- 
sists of accumulated costs, with 
little or no physical counterpart, 
such as is frequently the case with 
work in process, a different ap- 
proach is needed to obtain the evi- 
dence as to “weight, count, or 
measure,” which is the primary 
objective of the observation pro- 
cedures. Having carefully reviewed 
the company’s plan of count and 
system of internal control, and hav- 
ing determined the extent of re- 
liance upon the latter, it becomes 
the auditor’s duty to be present at 
the inventory-taking and satisfy 
himself as to the fairness of the 


count. Considerable judgment must 
be exercised at this point. If, asa 
result of careful analysis of the pro- 
cedures, it appeared that the audi- 
tor should devote his time and 
energy to observation of the client’s 
counting crews, it would be a mani- 
fest waste of time and unnecessarily 
diverting to have his assistants 
make a multiplicity of test counts. 

As a matter of fact, the auditor 

should utilize the procedure of test 

counts sparingly, but to good effect. 

All of the factors embraced in the 
inventory instructions, as enumer- 
ated under the immediately fore- 
going subject, come within the field 
of the auditor’s observation during 
the actual stocktaking, in order for 
him to determine that such instruc- 
tions are being followed. Suggested 
observation procedures, as set forth 
in Montgomery’s Auditing, Seventh 

Edition, and as related to the vari- 

ous parts of the inventory plan, are 

as follows: 

“‘(a) Good physical arrangement: The audi- 
tor should first make a general, brief 
inspection of the premises at the start 
of, or prior to, stocktaking. Experi- 
ence will tell him whether the arrange- 
ment of stock is such that a good count 
is possible or probable. If the arrange- 
ment is extremely poor, he should ask 
that certain sections or the entire in- 
ventory be arranged. 


(b) Proper identification and description: 
The auditor should inspect some items 
of the stock, ascertain the source of the 
description, see that proper differenti- 
ation is made for the various stages of 
work in process, and check his findings 
with production personnel. Conflict- 
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ing answers to his questions will cause 
doubt as to whether the client’s em- 
ployees who are taking the inventory 
are actually familiar with it. 


Segregation or proper notation of 
slow-moving, obsolete, or damaged 
goods: Frequently such items can be 
recognized by the auditor, or his in- 
quiries may reveal their existence; if 
these items are not being properly 
noted, the auditor will naturally have 
reservations as to the inventory. One 
of the most effective ways of discover- 
ing the presence of such items is 
thorough review of perpetual or other 
inventory records. 


Control, preferably numerical, of the 
tags or count sheets: The auditor 
should ascertain that each inventory 
count team is charged with a certain 
sequence of tags and that each team is 
required to turn in those unused or 
spoiled. He should ascertain that some 
employee accounts for all tags at the 
completion of the inventory. 


Practices to be followed in the verifica- 
tion of individual counts: The audi- 
tor should watch some of the counts, 
noting whether the quantities and 
description are being carefully entered 
on the tags. The auditor usually 
should make a certain number of 
counts of his own, including some 
items of substantial value; in the event 
that differences between the limited 
test counts which the auditor makes 
and the counts by his client’s em- 
ployees indicate laxness, the auditor 
should insist upon recounts of the 
entire section in which the unsatis- 
factory condition exists. It is not 
reasonable to expect that substantial 
numbers of original cartons or pack- 
ages be broken open or that an un- 
reasonable amount of inspection be 
made of items not easily accessible, but 
when the auditor suspects that the in- 
ventory is not well taken he should 


take all steps which he believes neces- 
sary. 


(f) Practices to be followed in obtaining a 
proper cutoff of receipts and ship- 
ments: At the time of inventory- 
taking the auditor may visit the re- 
ceiving and shipping departments, 
noting the last receiving and shipping 
numbers, and seeing that each depart- 
ment is cognizant that no receipts 
after and no shipments before the cut- 
off should be included in inventory. 
It is frequently a desirable practice for 
receiving and shipping departments to 
earmark materials which should not 
be included in the inventory with some 
such notation as ‘not to be taken in 
inventory.’ The auditor can usually 
make a subsequent check of the 
records of each department after the 
inventory. Manufacturing operations 
should be suspended for the physical 
inventory, but if they are not, unusual 
care must be taken to control the 
movement of inventory, as it is fre- 
quently difficult, if not impossible, to 
get a good inventory under such cir- 
circumstances.” 


The foregoing outline of tests 
applies to situations where the in- 
ventory is taken at one time. Cases 
where inventories are taken periodi- 
cally require some modification or 
rearrangement of tests but do not 
eliminate the necessity of having 
physical contact with the inventory. 


Examination of Physical Inventory 
Records: The scope of this phase of 
the examination of inventories is 
dual in purpose; first, to see that 
the physical counts are correctly 
summarized, converted and listed; 
second, to compare the physical 
count with book records. 
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The summarization process 
should be tested to see that it is 
based only on original evidence, 
such as inventory tags and count 
sheets, developed in the actual 
stocktaking. The comparison of 
physical counts with book records, 
and the resultant disclosure of dif- 
ferences, is frequently the most im- 
portant part of the auditor’s 
examination. The accuracy of the 
cutoff of receipts and shipments 
can be tested in this manner. His 
comparison should not be limited 
to the current inventory. A test of 
present quantities with those shown 
in the prior inventory is an excellent 
procedure for detecting slow-mov- 
ing goods, as well as for revealing 
unusual inventory increases that 
may warrant special investigation. 

It is not considered within the 
scope of this paper to comment on 
the many important and necessary 
procedures for testing inventories 
through examination of related ac- 
counts, such as cost of sales. These 
usually follow the examination of 
the physical inventory. 


Obtaining Written Representa- 
tions: The historical authority 
which attaches to the statements on 
auditing standards and procedures 
previously mentioned is inherent in 
Statement on Auditing Procedure, 
No. 4, March 1941, which deals 
with the securing of client’s written 
representations as a recognized pro- 
cedure in the examination of inven- 
tories. Such procedure is one of the 


oldest techniques in auditing prac- 
tice. Its function was at one time 
very broad in that the client’s cer- 
tification of value was held to relieve 
the auditor of the necessity of inde- 
pendent investigation thereof. This 
has not been the case for some 
years, as the profession has taken 
pains to point out that the receipt 
of written representations does not 
reduce the auditor’s examination or 
responsibility. It has been ably 
stated by the profession that an in- 
ventory certificate merely confirms 
the statements and information 
which the auditor must have any- 
way and has the needed effect of 
bringing the client closer to the 
realization that inventory position 
and presentation are primarily his 
concern. 


A survey of practices discloses 
that the so-called inventory certifi- 
cate is issued over the signature of 
a responsible officer under whose 
direction the inventory was taken, 
and, insofar as quantities are con- 
cerned, it usually covers the fol- 
lowing: 

1. A classification of the inventories 


2. A statement that the quantities are cor- 
rect and determined by actual count, 
weight, or measurement at the inventory 
date 


3. A statement that the entire inventory is 
the property of the company and unen- 
cumbered except as disclosed 


Special clauses, such as apply 
when the inventory is taken periodi- 
cally or when it is omitted with sub- 
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stitution of a “book” inventory or 
where unusual methods of counting 
or measurement are employed, 
should be inserted in the certificate 
when presented for signature. 


CONCLUSION 


The above discussion has been 
limited to the fundamentals of in- 
ventory examinations by the public 
accountant, with special reference 
to his responsibility therefor, as in- 
dicated by the pronouncements of 


The American Institute of Account- 
ants on this subject. The examina- 
tion of certain assets such as cash, 
receivables and payables may com- 
prise audit procedures of consider- 
able uniformity, because these 
assets are much the same in all busi- 
ness, and the documents and records 
supporting them do not vary 
greatly. Inventories, however, vary 
greatly; and the examination of 
them can best be approached on an 
individual basis. 


The New Partners 


(Continued from page 1) 


with a B. S. degree, and a month 
later again joined the staff of our 
Detroit office. He is a certified 
public accountant of the State of 
Michigan and a member of the 
American Institute of Accountants 


and the Michigan Association of 
Certified Public Accountants. 

Mr. Hobbs is married, has two 
daughters and one son, and lives in 
Detroit. 


Accountants’ Liability Under the Securities Act of 1933 


(Continued from page 4) 


financial statements and before the 
effective date of the registration. 
The case is not a satisfactory one 
and raises almost as many questions 
as it answers. Until there is a better 
case it remains my opinion that, 


under the 1933 Act, prudence re- 
quires the certifying accountant to 
keep in touch with the financial 
affairs of his client up to the effec- 
tive date of the registration state- 
ment. 
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The Lybrand Awards for 
Cost Accounting Literature 


The Lybrand Medals Committee 
of the N. A. C. A. for 1950-51 was 
composed of three of the outstand- 
ing industrial accountants of the 
country. Mr. Martin A. Moore, 
Administrative Assistant to the 





General Manager of Hyatt Bearings 
Division of General Motors Corpo- 
ration, was Chairman; serving with 
him were Mr. Clinton W. Bennett, 
Partner of Cooley & Marvin, and 
Mr. Thomas M. Dickerson, Chair- 
man of the Accounting Department 
of Cleveland College, Western Re- 
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serve University. The awards de- 
termined by this Committee were 
reported in the July, 1951, 
N. A. C. A. Bulletin as follows: 


IN RECOGNITION OF THE MOST 
OUTSTANDING contributions made to 
the literature of industrial accounting dur- 
ing the past year, the Lybrand Gold Medal 
has been awarded to Frank Z. Oles, Super- 
visor of Budgets and Reports of The Davi- 
son Chemical Corp., Baltimore, Md., and 
the Lybrand Silver Medal to I. Wayne 
Keller, Assistant Controller of Armstrong 
Cork Co., Lancaster, Pa. The medals were 
presented to the winning authors at the 
Association’s Annual Dinner on Wednesday 
evening, June 27, at the Palmer House in 
Chicago, in conjunction with the Thirty- 
Second Annual Cost Conference. Certifi- 
cates of merit were also presented during 
the conference to the authors of twenty-five 
papers. 


The gold and silver medals and certifi- 
cates of merit are being provided annually 
by the partners of William M. Lybrand of 
Lybrand, Ross Bros. & Montgomery, in 
recognition of his thirty-two years of de- 
voted service on behalf of N. A. C. A. and 
of his interest in encouraging the prepara- 
tion of significant contributions to industrial 
accounting literature. Mr. Lybrand is a 
charter member of the Association, having 
served as one of its original organizers in 
1919 and as its second president from 1920 
to 1922. 


The Lybrand Gold Medal was awarded 
Frank Z. Oles in recognition of his out- 
standing treatment of the subject “‘Budg- 
etary Control (A Case Study).”” I. Wayne 
Keller was honored with the Silver Medal as 
author of a paper entitled ‘‘Developing ‘Up- 
to-the-Minute’ Costs for Management Plan- 
ning.”’ Mr. Oles’ contribution will appear 
ina future issue of Section 1 of the 
N. A. C. A. Bulletin, while Mr. Keller’s 
article was printed in the March 1951 issue. 


Adam Averell Ross Prizes 


The prizes in accounting at the 
University of Pennsylvania for 
1951, provided for several years ago 
by Mr. T. Edward Ross in memory 
of his brother, for honor students in 
the Wharton School of Finance & 
Commerce, were awarded at the 
commencement exercises on June 
13 to the following: 


The prize to the graduating senior who 
showed the most promise in the Field of 
Accounting was presented to James Richard 
Eshleman, of Plainfield, New Jersey. 

The prize to the student who majored in 
Accounting in the Graduate Division of the 
Wharton School was presented to Ralph 
Raymond Loffmark, of Goodyear’s Bar, 
California, for his thesis entitled ‘‘A Critical 
Analysis of the Concepts of Income Deter- 
mination Under the Canadian Income Tax 
Act.”’ 


The Montgomery Prize 


The Montgomery prize was es- 
tablished in 1916 by Colonel 
Montgomery for that member of 
the graduating class of the School 
of Business of Columbia University 
who specialized in accounting and 
who is deemed by the staff of the 
School to be most proficient in all 
courses. The prize was awarded in 
1951 to Miss Mildred Jane Lowy. 


The 1951 Firm Meeting 


The 1951 firm meeting was held 
October 3-5 at Seaview Country 
Club, Absecon, N. J., for which ar- 
rangements were made by the Phila- 
delphia office. There were present 
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135 members of the firm and staff, 
Messrs. Guy S. Hoult and W. 
Gerald Jephcott of P. S. Ross and 
Sons, Canada, and Mr. J. Marvin 
Haynes, tax counsel, of Washing- 
ton, D. C. A number of the wives 


Corporate Taxes: 
Excess Profits Tax Problems: 


of members were also present. 
Thursday was devoted to technical 
meetings under the able chairman- 
ship of Mr. James J. Mahon, at 
which talks were given by the fol- 
lowing: 


Relief Provisions. «0.0... ...cscsesosccses Julian O. Phelps Chicago 

Po I 2 | re re Dallas Blair-Smith New York 

Consolidated Returns.................... Paul D. Yager Detroit 

Increasing the Credit..................4. Samuel F. Mirandy New York 

Problems Peculiar to the Second Year (1951) Charles A. Pearson Los Angeles 
Accelerating Plant Write-off................ John L. Moneta Philadelphia 
PO Godfrey W. Welsch New York 
Prospective Transactions—Mergers, Liquida- 

NN hw raly's aricsciy' a Aiaeeiaan wre i John McCullough Detroit 
Problems of Eleemosynary Institutions........ Herman Stuetzer, Jr. Boston 
Minimizing Stockholders’ Taxes—Nontaxable 

EE IORI EE SOILED James E. Gelbert Philadelphia 
Minimizing Management’s Taxes—Stock 

Options and Deferred Compensation Plans... Philip Bardes New York 
National Conference of Lawyers and Certified 

Priest ACCOURPATES: .........5cccccsscceseecces Mark E. Richardson Washington 











Mr. W. C. Magathan was scheduled 
for a discussion of ‘Washington 
Office Problems,” and in his ab- 
sence his paper was summarized by 
Mr. Richardson. It is contem- 
plated that the papers on which the 
talks were based will be made avail- 
able to the staff and others. 

The occasion was welcomed as an 


CRS. 


opportunity to renew old friend- 
ships and for informal discussion of 
common problems. The evenings 
were devoted to social gatherings 
to which the ladies contributed a 
welcome festivity, and on Friday, 
play for the Lybrand Golf Cup 
resulted in its possession by Mr. 
John C. Potter for the ensuing year. 
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Notes 


Baltimore Office 


Robert R. Green recently was 
called to the Armed Forces as pri- 
vate in the Army Officer Candidate 
School. 


Chicago Office 
EC 

It is with deep sorrow that we 
report the death of Miss Margaret 
Casey on September 16, 1951. Miss 
Casey had been associated with our 
Chicago office since 1918, and was 
widely known throughout the L., R. 
B. & M. organization. She was 
highly respected by all who came 
in contact with her, and will long 
be remembered for her loyal devo- 
tion and conscientious service to 
the firm. 

Miss Casey will be sorely missed 
by all of her friends, and especially 
those who had the privilege of being 
so closely associated with her for 
these many years. She is survived 
by a brother, Thomas, with whom 
she resided and to whom we extend 
our deepest sympathy. 


Mr. Joseph J. Marek and Mr. 
Charles R. Thorne were recently 
awarded their Illinois C. P. A. cer- 
tificates on the basis of the May 
1951 examination. 

Mr. Carl W. Lutz spoke to the 
Small Practitioners Group of the 
Illinois Society of Certified Public 


Accountants on October 3, 1951 on 
the subject of ““C. P. A. Legislation 
and Enforcement in Illinois.” 

The first Staff Golf Outing was 
held on Friday, August 10, 1951 
at Calumet Country Club, Home- 
wood, Illinois. There were 51 
present, 34 alleged golfers and 17 
kibitzers. Guests included Mr. 
Sinclair from New York and Mr. 
T. W. Snowden from St. Louis. 

Mr. Sinclair’s proficiency in the 
art of awarding prizes was fully 
utilized, and he performed as 
Master of Ceremonies in his usual 
inimitable style. Many prizes were 
awarded, for proficiency (or lack of 
it) at golf, for other reasons, and 
some for no good reason at all. 
J. J. Marek had low gross with an 
84; L. M. Bender had low net with 
a 73; runners-up, close on the heels 
of the winners, were: R. E. Miller, 
A. T. Dent, and C. W. Schelb. 

Luncheon and dinner were served 
in the club dining room. When the 
kibitzers could tear themselves 
away from “coaching’’ the golfers, 
they matched their wits at cards 
and other allied activities. Every- 
one present felt that the affair was 
a huge success. 

Mr. Henry Hufnagel recently 
completed 25 years of service and 
is now a full-fledged member of the 
Quarter Century Club and was 
presented with a suitably engraved 
wrist watch. 














18 LRBS& 


M. Journal 





The following are serving on com- 
mittees of the Illinois Society of 
Certified Public Accountants: 
Homer L. Miller, Chairman, Professional 

Ethics 
J. Edward Burke, Audit Procedure 
Julian O. Phelps, Taxation 
William D. Hawes, New Members 
Carl W. Lutz, Vice-Chairman, Legislation 


Cincinnati Office 


Mr. Charles L. Schmidt has been 
elected President and Director of 
The Ohio Society of Certified Public 
Accountants. 

Mr. Willis K. Waterfield has been 
elected President of the Cincinnati 
Chapter of The Ohio Society of 
Certified Public Accountants. 

Mr. Paul Whitman has received 
his C. P. A. Degree from the State 
of Ohio. 

Mr. A. J. Starr recently gave a 
talk before the luncheon group of 
the Cincinnati Association of Credit 
Men. His address was based upon 
an article, ‘Sixteen Points Bankers 
Want Accountants to Cover in 
Clients’ Loan Applications,” ap- 
pearing in the June Journal of 
Accountancy. 

Mr. Starr has been appointed a 
member of the Advisory Board of 
the Hamilton County Society for 
Crippled Children and Adults. 


Detroit Office 


The following members of the 
Detroit staff have passed the May 
C. P. A. examination: 


L. H. Homan 

G. J. Pramstaller 

E. W. Reynolds 

W. R. Richards 

J. Yackso 

D. W. Underwood (Indiana) 


In addition, O. B. Lefko passed 
the “Certificate of Examination’ 
which embraces auditing, theory, 
economics and law. Mr. Lefko will 
receive the Seidman Economics 
Award and a $500 United States 
Savings Bond for the best paper on 
“Economics and Public Finance.” 


Louisville Office 


Mr. J. Wesley Huss was reelected 
to a three year term as a director, 
and elected Secretary and Treasurer 
of the Kentucky Society of Certified 
Public Accountants for the current 
fiscal year. The following com- 
mittee appointments have been 
made by the Society: 

Mr. Halloran: 
Chairman—Cooperation with Bankers 


Member—Constitution and By-Laws 
Member—Nominations 


Mr. Harold W. Glore: 
Member—Entertainment 


Mr. Huss has also been elected a 
director of the Louisville Chapter of 
the National Association of Cost 
Accountants and is serving on the 
Program and Auditing Committees. 

Messrs. Orion T. Eskew, Jr. and 
Allen R. French have been elected 
to membership in the American In- 
stitute of Accountants. 

Messrs. William R. Hindman and 
Frank G. Overton have received 
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their C. P. A. certificates from 
Indiana and Tennessee, respec- 
tively. 

Mr. Harold Glore has just re- 
turned from a six weeks engagement 
in Kauai, Hawaii. 


Los Angeles Office 


Mr. Warner was a member of an 
inventory panel on a recent pro- 
gram at the Graduate Study Con- 
ference at Stanford University, 
jointly sponsored by the California 
Society of Certified Public Account- 
ants and the Stanford Graduate 
School of Business Administration. 

Mr. Warner is serving as chair- 
man of the program committee and 
Mr. Voris as chairman of the Com- 
mittee on Petroleum Accounting of 
the Los Angeles Chapter of the 
California Society of Certified Pub- 
lic Accountants. Mr. Anglea is a 
member of the Retail Accounting 
Committee of the chapter. Mr. 
Bowles addressed a luncheon meet- 
ing of the chapter committee on 
Practices and Procedures on July 
30. 


New York Office 


Mr. Jennings will lead a discus- 
sion of ‘“The Effect of Price Level 
Changes on Costs and Profits” at 
the second annual Accounting Con- 
ference at Rutgers University on 
November 8, 1951. 

Mr. Sinclair has been elected 
president of the New York Uni- 
versity Men in Finance Club. 


Mr. Lambert Spronck spoke on 
“Current Trends in Cost Control” 
at the New Haven Chapter of 
N. A. C. A. on September 25, 1951. 

The annual New York office out- 
ing was, as recently customary, held 
at Pelham Country Club in two 
sections; one on June 26 and one 
on August 14. A number of 
L. R. B. & M. alumni, as well as 
representatives of other offices were 
welcome guests. The silver plates 
for low net golf score went to John 
Farrar and George Schneider. Ham 
Adams walked off with the silver 
plate for tennis. Numerous other 
prizes were awarded by Mr. Sinclair 
in his inimitable manner, to the 
great amusement of all present. 

Members of the firm and staff 
serving as officers or committee 
members of the New York State 
Society of C. P. A.’s for the year 
1951-1952 are: 

Mr. Sinclair—Professional Conduct 

Mr. Jennings—Vice President, Committee 
on Committees, Cooperation with 
Bankers 

Mr. Lenhart—Auditors’ Liability and Lia- 
bility Insurance 

Mr. Knoll—Dairy Industry Accounting 
(Chairman) 

Mr. Staub—Accounting Procedure, Coop- 
eration with Credit Men 

Mr. Bardes—Federal Taxation 

Mr. Case—Land Transport (Chairman) 

Mr. R. G. Ankers—Education, Cooperation 
with State Education Department 
(Chairman) 

Mr. R. F. Anthony—State Taxation 

Mr. R. K. Batzer—Air Transport & Airport 
Accounting 

Mr. L. F. Beckers—Cooperation with Other 
Accounting Societies 
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Mr. 
Mr. 


G. R. Byrne—Publications 

H. E. Dieter—Bank & Trust Company 
Accounting, Stock Brokerage Account- 
ing (Chairman) 

H. C. Elfers—Retail Accounting 

H. O. Leete—History 

D. F. Morgan—Nonprofit Institutions 
William Morris—Contractors’ 
Accounting 

C. J. Simon—History 

T. R. Pleim—Accounting Machinery, 
Budgets & Budgetary Controls 

H. 1. Schlenker—Administration of Ac- 
countants’ Practice 

G. H. Schneider—Hospital Accounting 


Mr. 
Mr. 
Mr. 
Mr. 


Mr. 
Mr. 


Mr. 


Mr. 


Philadelphia Office 


At the annual meeting of the 
Pennsylvania Institute of C.P.A.’s, 
held at Shawnee, Pa., in June, 
Messrs. Robert T. Engart, James E. 
Gelbert and Britton H. Miller, of 
our staff, comprised three of the 
four members of the Institute’s 
Philadelphia team which defeated 
the Pittsburgh team in the annual 
competition for the Robert J. 
Bennett Golf Trophy. 


Messrs. Engart and Miller also 
tied for low gross score for the In- 
stitute’s “30th Anniversary Golf 
Trophy,” and this large cup will be 
parked in our office until next year. 
Engart also had his name engraved 
on this cup three years ago when 
he had the low gross score in 1948. 

Mr. Frederick Martin has ac- 
cepted the Chairmanship of the 
Audit & Report Committee of the 
United Fund for 1952, and he con- 
tinues as a member of the Finance 
Committee of the Fund. 


Mr. Hewitt will serve again as 
Vice-Chairman of the Accountants’ 
Group in the solicitation of funds 
for the 1952 campaign of the Fund. 


Pittsburgh Office 


Mr. Marsh is a member of the 
Executive Committee of the Na- 
tional Association of Cost Account- 
ants for the year 1950-51. 


San Francisco Office 


Mr. Giles was elected a Director 
of the California Society of 
C. P. A.’s at the annual meeting in 
June. 

Mr. Giles is also Acting Chairman 
of a special committee of the San 
Francisco Chapter of the C. P. A. 
Society, organized to cooperate on 
accounting matters with a “Little 
Hoover’? Committee for the City 
and County of San Francisco. He 
acted as discussion leader at the 
Graduate Accounting Conference 
held at Stanford University on 
August 23-25, 1951. 


Seattle Office 


Mr. Robert L. Aiken has been 
appointed chairman of the Member- 
ship Committee of the Seattle 
Chapter of the Institute of Internal 
Auditors. 

Mr. Bernhard U. Krummel was 
recently appointed Placement 
Chairman of the Harvard Business 
School Club of Seattle. 
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